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revenues for the period January 1, 19RR to the public
release date of this Order 10 Show Cause. We also direct
BellSouth 10 provide estimates of the impact on the aperat-
ing companies” interstate revenue requirements attrihutable
10 all conduct discussed in this order and in Attachment A
that continued beyond the period of the audit. and to file
these estimates with its response.

15. Since January I, 1991. the Commission has regulated
BeliSouth’s interstate access charges using the LEC price
caprules.™ Under these rules. BellSouth’s initial price cap
indexes were established based upon its projected interstate
access revenue requirements for the period July 1. 1990 1o
June 30. 1991, BellSouth’s calculation of those revenue
requirements may have reflected the practices detsiled in
Attachment A, Because, under price cap regulation, each
succeeding price cap index for a basket of services is 2
function of an initial price cap index for that bhasket,
BellSouth's price cap indexes for its interstate services
(and. by definition. its intersiate rates) wouid have contin-
ued to reflect the impact of any improper practices.® Ab-
sent Commission action, BellSouth's future indexes would
reflect any oversiatement as well. Therefore, we order
BellSouth 10 show cause why we should not require it 1o
reduce its current price cap indexes 1o remove any
overstatement. !

C. Corrective Action

16. Finally, we tentatively conclude that we should direct
the BellSouth carriers to improve their internat processes
10 bring them into compliance with Commission rules and
orders. and we order those carriers to show cause why such
action should not be required. We will take any additional
actions we believe appropriste. including issuing 2 further
Order to Show Cause, based on BellSouth's response.

IV. ORDERING CLAUSES

17. Accordingly, IT IS ORDERED, pursuan: to Sections
4(i), 4(j). 220{d), and 504(b) of the Communications Act of
1934, as amended, 47 US.C. §§154(¢i). 154(3). 22Kd). &
503(b). and Section 1.70) of the Commission’s rules, 47
C.F.R. §1.701, that the BellSouth Teiephone Operating
Companies SHALL SHOW CALUSE within sixty (60} days
of the release date of this Order 10 Show Cause why the
Commission should not issue Notices of Apparent Liability
for Forfeiture against these companies for failure 10 keep
their accounts, records, and memoranda on the books and
in the manner prescribed by the Commission as set out in
this Order to Show Cause. including Atiachments A and B
which are hereby incorporated by reference, and therewith
SHALL FILE any and all data and other information re-
quired by this Order to Show Cause. including information
requested in Attachment A,

1 See Policies and Rules Concerning Retes for Dominant Car-
riers, CC Docket No. §7-313, § FCC Ree 6TRS (1990) (LEC Price
Cap Ordery, Erratum. 5 FCC Red 760d {Com. Car. Bur.i9vm.
modified on recon., & FCC Red 637 (1991) (LEC Reconsider-
ation Qrder). off'd, Newionel Rural Telecom Assn v. FOC, WRR
F.2d 174 (D.C. Cir. 1993).

W See 37 C.F.R. $461.44(b). 61.45tb)-c)

?' To ackieve this. BellSouth would need 1o recuce ifs price
cap indexes by the percentage change in its-Julsy 5. 10 1a June

18. 1T 1S FURTHER ORDLRFED. pursuant o Sections
4(0). 4(j). 201-203, 205, 215. 217-219_ and 220 of (he Com-
muaications Act of 1934, as amended. 47 U.S.C. §§154¢i).
154()). 201-03, 205. 215, 217-19, & 220, and Section 1.70L
of the Commission’s rules, 47 CFR  §1.701, (hat the
BeliSouth Telephone Operating Companies SHALL FILE
within sixty (60) days of the release date of this Order 10
Show Cause interstate vost and revenue impact estimates as
specified in paragraph ). supra.

19. IT 1S FURTHER ORDERED, pursuant to Sections
4(i). 4(j). 201-203. 20S. 215, 217-219, and 220 of the Com-
munications Act of 1934, as amended. 47 U S.C. §§154(i).
154(j), 201-03, 205, 215, 217-19. & 220. and Section 1.701
of the Commission’s rules, 37 CFR. §1.701. that the
BellSouth Telephone Operating Companies SHALL SHOW
CAUSE within sixty (60) days of the release date of this
Order to Show Cause why they should not be required to
adjust their price cap indexes as specified in paragraph 14,
supra

20. IT 1S FURTHER ORDERED. pursuant 10 Sections
agi), 4(j), 201-203, 205. 215, 217-219. and 220 of the Com-
munications Act of 1934, as amended. 47 US.C. §§154(1).
154(j). 201-03. 205, 215, 217-19, and 220, and Section 1.701
of the Commission’s rules. 47 CF.R §1.70{, that the
BellSouth Tetephone Operating Companies SHALL SHOW
CAUSE within sixty (60) days of the release date of this
Order to Show Cause why they should not be required 1o
improve their internal processes 10 bring them into com-
pliance with Commission rules and orders.

20 IT 1S FURTHER ORDERED that the Secretary shail
send by certified mail a copy of this Order to Show Cause
10 Bel)South Telecommunications. Inc.. 675 West
Peachtrce Sireet. N E.. Atlanta, Georgia 10375

FEDERAL COMMUNICATIONS COMMISSION

Wiltiam F Caton
Acting Secretary

Attachment A

1. We present below the apparent violations of the
BellSouth carriers based on the findings in the Ernst &
Young report that prompt us 10 issue the accompanying
Order 10 Show Cause. For each apparent violation. we
summarize the independent auditor’s finding and any
BellSouth reply. We alo present our preliminary evalu-
ation of the record. In general, the ‘ivlations are cate-
gorized according to the raiemaking component affected.
This attachment separates the apparen: violations into the
following categories: cash working capital. jurisdictional

. iN1 projected interstate aecess resenut regquiremen) Ina
results from ihe removal of any overstatement. These recduc:
1ions 10 the price cap indexes would need 10 he Ippartioned
among the baskes based on the reldtive July 1 (990 o June 20,
1ON] projectec irerstale access revenue reguiremens it exch
hzskel.
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separations. lack of documentation. and other spparent
errors. In attachment B, we present the information in the
record that describes the impact of these apparent viola-
tions on the BellSouth carriers’ interstate revenue require-
ments for the fifteen-month audit period.

A. Cash Working Capitat

2. We find that BellSouth's cslculstion of cash working
capiul allowsnces may have violated Commission require-
ments. Specifically, BellSouth’s development of those
aliowances spparently violated Sections 65.800 and
65.820(d) and (e) of the Commission’s rules. which instruct
carriers on how to calculate the interstate rate base.! As a
result of its cash working capital Calculstions, BellSouth
reported incorrect information to NECA in apparent viola-
tion of Section 69.605 of the rules? and to the Commission
in apparent violation of Sectipn 65.600 of the rules.’ Fi-
nally, to the extent this information has been reported in
the Commission’s automated database, Automated Report-
ing Management Information System (ARMIS), BellSouth
also appears to have violated Section 43.21 of the rules,
which requires that data filed in ARMIS be accurate, com-
plete, and resfonsive. and certified as such by a2 senior
carrier officer.

3. The elements of lead-lag studies to calculate cash
working capital were set forth in Docket No. 19129° and
reaffirmed in Docket No. 86-497.° Lead-lag studies measure
cash inflows and outflows in relation to the time service is
rendered. Revenue and expense items that are received or
paid before a service is rendered are considered “lead”
items. and revenue and expense items that are received or
paid after service is rendered are considered "lag" items.”
Lead-lag studies determine the number of days between
receipt of revenues and payment of expenses. The net
number of revenue lag days is then multiplied by the
average daily cash expenses to determine cash working
capital.® A positive net lag results in a positive cash work-
ing capital allowance, which increases the rate base: a
negative one results in 8 negative allowance. which reduces
the rate base.’ [n previous orders and proceedings, we have
set forth the specific criteria for the inclusion and exclu-

' 37 C.F.R. $465.800, 65.820(d)-(¢). These rules require carriers,
like the BellSouth carriers, to calculste the cash working capitai
component of their interstate rate base either by performing a
lead-lag study of interstate revenue and expense items or by
applying a specified formula. BellSouth elected 10 pecform lead-
lag studies.

3737 C.F.R. $69.603,

3 37 CF.R $65.600. In these rate of return reporis 10 the
Commission, BeliSouth is required 10 “provide full and specific
answers to all questions propounded and information request-
ed...” 47 C.F.R. §65.600(b). (d)(1).

4 37 CF.R $4321a).

*  American Telephone & Telegraph Co.. Docket No. 19129,
Phase Il Final Decision, 64 FCC 2d 1, T2-73, para. 187 (1977)
(19129 Phase Il Final Decision), aff'g Phase 1! Mitial Decision,
63 FCC 2d 131 (1976) (/9129 Phase 11 Initial Decision).

& Amendment of Part 65 of the Commissions Rules to Pre-
scribe Components of the Rate Base and Nei Income of Domi-
nant Carriers, CC Docket No. B6-497, Report and Order, 3 FCC
Red 269 (1987) (86-497 Order), recon., 4 FCC Red 1097 (1989)
(86-497 Reconsideration Order), r ded sub nom. lllinois Bell
Telephone Co. v. FCC. 911 F.2d 776 (D.C. Cir. 1990) {/ilinois
Beil 1). on remand, 7 FCC Red 296 (1991) (84997 Decision on
Remand), affirmed sub nom. {ilinois Bell Telephone Co. v. FCC,
ORR F.2d 1254 (D.C. Cir. 199)) ({llinnis Bell I1).

sion of various items in cash working capital calculations,

" but the general rule is that the net lead or lag is applied 10

the average daily cash expenses. The specifics of
BeliSouth’s apparent violation are discussed below.

4. Apparent Violation No. 1: In calculating cash working
capital allowances, carriers are allowed to add minimum
bank balances to the resuits obtained from lead-lag studies.
The independent auditor found that BellSouth subsiituted
average daily cash balances for minimum bank balances in
its cash working capital computations.’® This practice re-
sulted in a2 34,836,000 overstatement of BellSouth's inter-
state revenue requirements for January 1988 through
March [989, according to the independent auditor.’?

5. BellSomh argues that its use of average daily cash
balances is proper. To support its position, BellSouth cites
American Telephone and Telegraph Company (AT&T) and
Bell Communication Research, Inc. (Bellcore)'* company
documents that instruct carriers 10 use average daily bank
balances when computing cash working capital. BellSouth
contends that these documents make clear that the Com-
mission permits the use of average daily cash balances in
computing cash working capital.!?

6. Although BellSouth admits that the 8697 Reconsider-
ation Order™ stated that the Commission did not intend to
depart from the established policy of including minimum
bank balances in cash working capita), BellSouth maintains
that the Commission had previously permitted more than
minimum bank balances to be included in cash working
capital. In this regard, BellSouth points out that in Docket
No. 19129, the Commission required AT&T to submit a
program of cash management 10 “'minimize cash require-
ments for the daily operation of the business.”™'* BellSouth
maintains that requirement described a program that was
not strictly fimited to compensatory or minimum bank
balances. BellSouth also contends that it has consistently
included average daily cash balances as the minimum cash
balance in its cash working capital determination.

7 Related 1erms include “expense lag” (the average net lag of
all of a carriers cash expenses). "revenue lag” (the average nel
lag of a carrier's revenues). and “net lag” (the net of a carrier’s
expense lag and revenue lag).

% '86.497 Decision on Remand, 7 FCC Red at 297, para, 9.

¥ Annual 1990 Access Tariff Filings, Memorandum Opinion and
Order, 5§ FCC Red 4177, 3219 (1990).

10 adjustments Report at 41,

' Letter from Bruce Baldwin, President, Nationat Exchange
Carrier Association, Inc.. to Mr. Gerald P. Vaughan, Deputy
Chief. Operations, Common Carrier Bureau. at BellSouth At-
13chment (October 12, 1992) {Ociober 12 Lener).

! Bellcore is 2 corporation that was created at the 1984
divestiture of AT&T to provide research. engineering, and tech-
nical support services to its owners, the Regional Bell Holding
Companies, and 1heir affiliates. the Bell Operating Companies.
Y Adjusiments Repori a1 42-43, citing Comprrollers Letter M-
318, Outline of Procedures for Preparing Cash Working Capital
Lag Studies (AT&T Sept. 2, 1977); Section DR90.25 (AT&T
Jan.1983); Section $SS10.30 (Bellcore June 19B4); & Section 530,
Issue 2 (Bellcore Sept. 1988).

! 4FCC Red &t 169, para, 22, )

3 Adjustments Repori at 44, quoung. Phase [l Final Decision,
64 FCC 2d at 76, para, 195 & Phase I Ininal Decision, 63 FCC
2¢ a1 410, para. 908,
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BellSouth states that the Commission has approved this
practice in every AT&T rate filing since 1978 and every
BeliSouth rate filing since 1984."

7. We do not find BellSouth’s arguments persuasive be-
cause the Commission has long held that only minimum
bank balances. and not average daily bank halances. should
be included in the cash working capital computation.
Company documents that interpret Commission policy or
rules do not substitute for Commission policy or rules.
Additionally, the Commission’s request in Docket (9129
for information regarding AT&T's cash management prac-
tices canno! reasonably be interpreted 10 mean that sverage
daily bank balances were to be included in cash working
capital. That request was initiated by the Administrative
Law Judge (ALJ), who made clear that minimum bank
balances. rather than actual cash balances. were to be
included in cash working capilal."’ In requiring AT&T 10
submit 8 cash mansgement program. the ALJ noted that

. AT&T had “presented no evidence on the basis of which
the Commission can rely to persuade fit] that the cash
balances |AT&T] claims in its rate base are required in the
readition of service."'* Indeed. in affirming 1he ALJ's re-
quirement. the Commissian specifically excluded "General
Department demand deposits and petty cash working
funds” from cash working capital.’®

8. Lastly. BellSouth cites no Commission order or other
document approving the inclusion of average daily bank
balances in cash working capital. [f we allowed BeliSouth’s
or AT&T's rates 10 take effect despite such inclusion, it was
only because those carriers’ rate filings did not disclose
their specific practices. BellSouth’s method of calculating
its cash working capital allowances apparently vialates our
requirements.

. B. Jurisdictional Separations

9. Appareni Violation No. 2. Effective January 1. 1988,
the Commission adopted Section 36.13(a) of the rules.”®
which requires certain carriers, including the BeltSouth
carriers. 10 apportion  alt  information  origina-
tiontermination (10T) equipment costs.”' other than those
for coinless pay ielephone equipment and detariffed cus-
lomer premises equipment, between the federal and siate
jurisdictions using the teansitional subscriber plant factor.”®

' Adjustments Report at 44,
" The ALJ emphasized that:

working capital is intended (o pravide only for the cyr-
rent day-to-day needs of the husiness and not for any of
the capital requirement. Secund. working capital is the
amount of dollars that 3re necessary 10 meet current
needs. not the amount of doMars that 3 public utilits
wouid like to have on hand or might aciuaily have on
hand.

Docker 19126 Phase Il Imwial Decision, &4 FCC 2d a1 4, para.

AN}

" )4, a1 #%, para. 07,

'Y Docket 19129 Phase Il Final Decision. 63 FCC ¢ 3 “h.

n.il. The General Depariment of AT&T provided the BOCs

with ceniralized s1aff services. Docker (9129 Phase If Ininal

Decuion. 6 FCC 2d a1 144, para. M.

37 CFR. 836442620

“oT equipment ctonsists of elecironic devices and supporurg

equipment used 10 Originale and 1erminate teiecommunication

messages ' the end users’ aremises. See 47 CFR. Par: o

Appendix b ncludes yat:on apparatus such as ielephone :nd

Section 69.303b) of the Conivisani’s 1ules, in turn, re-
guires LECs 1o apportion the smicisizie parnon of that
investment between the special acves and CL clements “on
the hasis of the relative numbar of cyunalent lines in
use."

10. The independent auditur found (hat BeliSouth di-
rectly assigned 10T investment tu spevinl access in its 1988
anpual access wariff filing. BellSouth aigues that Western
Union challenged this direct assignment in comments on
that BeliSouth filing. that BellSaw™ liicnded the direct
assignment in its response lo Wesiern Linon. and that the
Commission allowed BellSouth specind v iuss rates 10 go
into effect. The independent auihti:r I Lcu the hindings
in the Commission staff audit of the L puyl that had
prompted the Commission (o urder an independent audit. ™
In its audit report issued in November 1990.°* the Commis-
sion siaff concluded that direct awignment of (OT
investment is inconsisten1 with Commission rules™ Al-
though the independent auditer indicated that this direct
assignment understated BeliSouth’s L and 1otal iniersiate
revenue requirements for (988 hy S35 autlion. we he-
lieve that it instead shifted 1O cosis 11 (988 from CL 10
interstate special access. a5 shown i Alachment B

11. BellSouth argues that the independent auditor’s state.
ments confirm that its treatment of 1OT costs was com-
pletely appropriate and the only praper course 1t could
have taken BellSouth states that its 1958 tariff filing clearly
displayed BeliSouth’s direct asmignmert of {OT vosts (0
special access, that the Commussion was Cicarly yware of it
action, and that the Comm ssion atl wed (e special access
rates as well as NECA's CL rates 10 became effective with
the allocation of 1OT costs ta ~pecial access. BellSouth
argues that had it changed v allocation of 1OT costs
during this period. changes in hoth CL and special access
rates would have been requirced 1o avoud a resenue-cost
mismatch. BellSouth stater further 1hat 1he Commission
staff did not indicate that the irect awignment of [OT
€OSts was INCOrrect until it ixsued ity auds report of the CL
poo) in November 1990, some two veais after the alloca-
tion in question was used 10 estanlish rates BeliSouth states
that if the Commission believes that this November 1990
interpretation is applicable to BeliSourh. then the Commis-

miscellaneous equipment, teiely pewriter eyo.nmient, small pri-
vatle branch exchanges. and radio equipment (exciuding mobile)
instatled for the end users’ use. It also inciudes embedded
customer premise wiring, large private branch exchanges. public
telephnne terminal equipment, and oiher ermina! equipment
See 4% CF R $301313).
. The subscriber pann o w3¢ formernly owed o e 1o
wierstate operatians cerain anvestment it plant. s iwriber
!ines. station eqyu.pment. and : portion of central office swirch.
ing used fur message telephone rervice. Each company’s sub:
srniher plant fac or was frozen at iy [9K1 average level ind then
phased 1nt0 3 nationwide baus atfocation astur of J5% over
eight years ~egiaming Janudry 1 UAn. Daus, the ~.briber
plant factor ™came anown 3s the “tranytionai subscreder piany
facior™ during the phase-in periad. 37 CEF R §3a 13201 D
P45 CFR §0 30Nb),
i Ser Order 10 Show Cause, rupre 2t para } )
T Audit Répori. Review of Agjustments 1o ine NECA Com-
man Line Pool (Audits Branch QOct 2a. bWy
0 Adjusiments Repori 31 39

October 12 eter, 30 BellSetn Atachmert
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- sion must consider reopening the CL pool for 1988 to appurtenances between the special access and CL elements
allow BellSouth to submit additional {OT expenses for "on the basis of the relative number of equivalent lines in
recovery.™* use.”’ There is no language in Section 69.303 or in other

12, BellSouth, in effect, presents two arguments to justify portions of Part 69 that states or implies that direct assign-
its direct assignment of 10T costs. First, BellSouth argues  Ment is an aliernative to this allocation method.

- that the interpretation of the rules set forth in the Commis- 1S. As the independent auditor observed. BellSouth and
sion staff's November 1990 audit report is incorrect. Sec- NECA both directly assigned 10T costs to special access in
ond, BellSouth maintins that even if correct, that their 1988 access tariff filings. and the Common Carrier
interpretation should not be applied to BellSouth because Bureau {Buresu) allowed BellSouth's special access and
the 1988 Access Tariff Order’” had allowed BellSouth’s NECA's CL rates to take effectwithout correcting these

— 1988 special access rate to go into effect even though it improper direct assignments.® In allowing those rates to
reflected a direct assignment of 10T costs to special sccess. take effect, however, the Bureau made no finding as to
We address these arguments in turn. their underlying lawfulness.’’ In these circumstances, we

13. BellSouth's argument that the interpretation in the reject BellSouth’s apparent position that this Bureau action
Commission staff's November 1990 audit report is incor- absolved BellSouth of its responsibility to report its 10T
— vect apparently reflects BellSouth's belief that Part 36, and costs to NECA in accordance with Sections 36.142(a) and

I.i

in particular Section 36.1(c), of our rules permit the direct
assignment of 1OT costs to special access.® Our Part 36
rules, however, prescribe the procedures telecommunica-
tions companies must use in apportioning their costs and
revenues between the state and interstate jurisdictions. Sec-
tions 36.1 and 36.2 outline the separations procedures and
the principles that underlie them.”' These sections state that
jurisdictiona! separations are to be made using either direct
assignment or a particular allocator.”” These general state-
ments do not grant carriers discretion, but only introduce
the Part 36 rules that explain when and how direct assign-
ment or an allocator is to be used. If the general introduc-
tory statements had been meant as dispositive, there would
have been no need for specific language, in the rules that
follow, to allow or encourage the wuse of direct
assignment.”’ Sections 36.1(c) and 36.2(a)(1) do not create a
general invitation to use direct assignment as the filing
carrier chooses.

14, BeliSouth also maintains that the Commission impli-
citly accepted direct assignment of IOT costs to special
access in amending Part 69 in 1987 because the Commis-
sion intended Part 69 to conform with Part 36.%' We find
no support for this argument in the language of Part 69.
On the contrary, Section 69.303(b) of the Commission's
ruies states unequivocally that LECs are to apportion “al}*
IOT investment other than that in public telephones and

3 Adjusiments Report at 39-30.

% Annual 1988 Access Tariff Filings, Memorandum, Opinion
and Order, 3 FCC Red 1281, 1295 (Com. Car. Bur. 1987) (1988
Access Tariff Order},

¥ 14 a1 39, ciring BellSouth Reply in 1988 Access Tariff
Proceeding.

M 47 CFR. $436.1, 36.2.

347 CFR. $$36.1(c), 36.2(a)(1).

3 Compare 471 C.F.R. §36.157(a)(1) (cerain cable and wire
facilities costs w0 be apportioned) with 47 CF.R.
$36.157(a)2)(other cable and wire facilities costs to be directly
assigned).

34 “Adjusiments Report at 39, citing BellSouth Reply in 1988
Access Tariff Proceeding.

337 CF.R. $60.303(b).

3% See Annual 1988 Access Tariff Filings. Memorandum Opin-
ion and Order, 3 FCC Red 1281, 1295, paras. 114 & {16 (Com.
Car. Bur. 1987) (allowing BellSouth’s 1988 special access uriff
to take effect nowwithstanding Western Union’s argument re-
Frding the over allocation of IOT investment 1o special access).
" See id. The Bureau did not explain why it allowed
BeflSouth’s special access tariff to 1ake effect, while suspending
the special access tariffs of other carriers.

% In June 1988, NECA's Separations Advisory Group informed

69.303(b). BellSouth should have been aware both from
the lnn'uage of the rule and from communications with
NECAY that its direct assignment of 10T was inconsistent
with the Commission’s rules. Nevertheless, BellSouth con-
tinued to assign its 1OT costs directly to special access
during 1988 and attempted no retroactive adjustment to
correct that improper direct assignment. Those actions ap-
parently violsted Sections 36.142(a}) and §9.303(b) of our
rules.

16. Apparent Violation No. 3: Section 36.153 of the Com-
mission's rules prescribes the methods for assignhing cable
and wire facilities (CAWF) costs to four specific separa-
tions categories.”® The independent auditor found that in
Alabama. Louisiana, and Mississippi, BeliSouth used an

. incorrect basic study factor that decreased the CAWF

costs assigned to category 2, Gwideband and exchange
trunk C&WF, for private local service. The independent
auditor stated that this incorrect factor shifted costs to
category 1. exchange line C&WF excluding wideband. for
which the costs are directly assigned to the CL rate ele-
ment.'' The independent auditor stated further that this

BeilSouth that the Commission staff had conciuded that
BellSouth's IOT methodology was unacceptable. Response of the
NYNEX Telephone Companies, New England Telephone &
Telegraph Co. & New York Teleph .. APp Viol

of the Commission's Rules, Affidavit of Alfred Boschulte at
Attachment A (filed Dec. 10, 1990). While informal advice of
Commission swaff is not definitive, Malkan FM Assoc. v. FCC,
935 F.2d 1313, 1319 (D.C. Cir. 1991), this communication
should have alerted BellSouth that the Bureau, by allowing its
1988 special access tariff to take effect. had not intended t0
pprove BellSouth’s IOT methodology.

3" Section 36,152 of the Commission’s rules. 37 C.F.R. §36.152,
lists these categories. .

Basic study factors are ratios such as minute miles per
message or book costs per mile of cable that are applied to
monthly volume counts. quantity counts, investment, expenses,
or other data to assign costs in the separstions process. Some
basic study factors are used to assigh costs 10 separations caie-
gories: other basic study factors are used to apportion plant
investment, expenses. and taxes beiween 1he state and intersiate
jurisdictions, To develop basic study factors, the LECs periodi-
cally perform studies in which they anaiyze costs and other dats
for 3 specific period of time.

' Adjustments Report at 46-47.
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error overstated BellSouths interstae revenue require-
ments  for January 1YRE through March 1989 by
$1.025.000.%

17. BellSouth admits that the basic study factor was
wrong and explains that a worksheel error produced in®?
Wwe find that BellSouth’s use of this incorrect hasic study
factor apparently violated Section 36.153.

C. Lack of Documentation and Other Apparent Errors

18. Apparent Violation No. 4: One element of a reliable
sccounting system is maintaining records that support ac-
counting entries. Section 220(c) of the Communications
Act recognizes this by authorizing the Commission to have
access 10 and the right of inspection and examination of
~all accounts, records, and memoranda, including all docu-
ments, papers, and correspondence . . . kept or required to
be kept” by the BellSouth carriers.*® Section 220(c) aiso
places "(tjhe burden of proof to justify every sccounting
entry questioned by the Commission . . . on the person
making, authorizing, or requiring such entry . . . "} In
addition. Section 32.12(b} of our rules requires the
BeliSouth carriers to keep their accounting records “with
sufficient pyrticularity to show fully the facts pertaining to
all accounting eatries” and o file “[t]he derai) records in
such manner as to be readily accessible for examination”
by Commission represeniatives.**

19. The independent auditor found twenty-two instances
where revenue, cost, basic study or 1ax adjustments. each
involving in excess of $100,000 in costs or revenues. were
unsupported by adequate documentation: South Central
Bell in Alabama could not provide adequate documenta-
tion to support three adjustments.

South Central Bell in Kentucky could not proside
support documentation for one adjusiment

South Central Bell in Louisiana could not provide
support documentation for two adjustments.

South Ceniral Bell in Mississippi could not provide
support documentation for two adjustments.

South Central Bell in Tennessee was unable to pro-
vide support documentation for two adjustments

Southern Bell in Florida could not provide support
documentation for two adjustments.

Southern Bell in Georgia could not provide support
documentation for four adjustments.

Southern Bell in North Carolina could not provide
support documentation for two adjustments.

Southern Bell in South Carvlina could rot provide
support documeniation for four adjustment

——————

LM
4)
I
43
4%
.
an

Ociober 12 Leuer, 2t Be)lSouth Anachment
Adjusiments Reporr 21 47,

;7 U.S.C. §220(c).

d.

TCFR §322(0).
Adjusiment Report oy 15-46.
Id. a1 6.

2 In all twentyawo cases. BellSouth admits that it
could not locate the supporting documentation*’ We tenta-
tisely find that BeMSouth’s admitted documentation fail-
ures would support 3 conclusion that BeliSouth fails ta
keep its accounts. records. and memoranda av prescrined
by the Commission.

21, Apparent Yiolation No. 5. The 800 Readyline service
was an AT&T BDU service that terminated over the cus-
tomer's local exchange service line rather than over a
dedicated WATS-1ype line. The independent auditoi found
that in Alabams, when reporting an 8U0 Readyline accrual
sdjustment 10 NECA. BeliSouth reporied an increasc in
revenues instead of the decrease which actually uccurred.
The error resulted in BellSouth’s overstating its CL ren-
enues for Seplember 1988 hy $338.000.%* BetiSouth admits
this error and explains that an input of $169.000 was
inadvertently made with the \v-'mn§‘I sign resulting in the
$338.000 overstatement of revenue.” We find that in this
instance, BellSouth’s internal accounting controls were ap-
parently deficient.

22 Apparent Violation No. 6. The independent auditor
fourd that South Central Bell inciuded presubscription
revenues for the predesignation of intcrexchange carriers
(1XCs) by end users in Account $081. End user revenue, in
apparent violation of Section 32.508! of the Commission’s
rules ¥ This oversiated BeltSouth's CL revenues and under-
stated its  traffic sensitive revenues for January 1988
through March 1959 by $999.000.%

23 We quote Section 32.5081 in its entirety:

§32.5081 End user revenue. This account shail con-
tain the federally tariffed monthly fiat rate charge
assessed upon end users.?

We find no support here for BellSouth’s inclusion of these
revenues in Account S081. and its eventual assignment of
these revenues to the CL pool. Under the Commission’s
rules. Account 5081 contains revenue generated by the
federally tariffed flat monthly rate charge assessed upon
end users. Account SO81 does not include addutionat
amounts, like presubscription revenues, even though they
are tariffed amounts charged to end users. Presubscription
revenues pertain to the switched message toll service. and
carriers must include them in Account 5082, Swiched
access revenue® which is assigned 1o the affic sensitive
clement as miscellancous service revenues. Thus. appar-
ently, BeilSouth not only reporied these revenues to the
wrong NECA pool. but also recorded them in the wrong
account.

13 The ahove errors suggest that BellSouths :nternal
wontrods apparentis failed to function properly in multiple
instances. As a result of such errors. 1t may be necessary 10
requite adjustments to BellSouth’s price cap indexes and

Adpasiments Report at 47
i
54
32 Octover 12 Letter. 2t BellSouth Attachmen
BT CFR §32 508
YOI CFR §A1SR2
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Attachment B

BELLSOUTHE - Bummary of Apparent Vioclatione

INTERSTATE REVENUR REQUIREMENT
m’ OVERSTATEMENT FOR TRE AUDIT PERIOD (See Note)
($000)
OTEER
COMMIBSION COMMON INTERSTATE
— rINDING CARRIER TOTAL LINR ACCESS ELEMENTS
Ed L f L P e TP P PR PR R YIRS ARSI 22202 R R R RO R A2 R 2 R 22 R s R R o o Eg 2 RERZF XS]
1. Included amounts Bellsouth 4,836 2,661 2,178
in excess of
minimum bank
—— balances in
computing CWC.
2. Used direct BellSouth [*] (13,300) 13,100
assignment of IO/T
wvhere not allowed.
3. Used incorrect Bellsouth 1,025 B854 Pt

basic study for
C&WF Category 2.

— 4. Numerous unsupported BellSouth Unknown
retroactive adjust-
ments,

] §. Errors in reporting BellSouth {33e) {338} c
800 readyline

service revenues.

6. Erronecusly reported BellSouth 0 (999} 299
PICC revenues to
common line.

Note:Overstated expenses are indicated by positive amounts. ,
Understated expenses are indicated by negative (parentheses) amcunts.
Overstated revenues are indicated by negative (parentheseg) amounts.
Understated revenues are indicated by positive amounts.

i .('
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Befurc the
Federal Communications Commission
Washington, D.C. 20554

In the Matter of

The BellSouth Telephone
Operating Companies

AAD No. 93-148

CONSENT DECREE ORDER
Adopted: October 15, 1996 Released: November 1, 1996

By the Commission:

1. At the direction of the Commission. the National Exchange Carrier
Association. Inc. ("NECA™) hired Emst and Young to conduct an independent audit of carrier-
reported adjusiments to the common line revenue pool for 1988 and the first quarter of 1989.
On December 9. 1991. NECA submitted to the Commission Emst and Young's report
("Adjustments Report”).!

2. The independent auditor repbrted numerous apparent violations of the
Commission’s rules committed by the Bell Operating Companies, including BellSouth

Telecommunications, Inc. ("BellSouth™).’ These apparent violations generally involve failures
to keep accounts, memoranda and records in the manner prescribed by the Commission.

3 On March 3, 1995, the Commission released an Order 1o Show Cause’
directing BellSouth 1o show cause why the Commission should not: (1) issue a Notice of
Apparent Liability for Forfeiture for apparent violation of Section 220(d) of the Communications
Act of 1934, as amended;' (2) require BellSouth to adjust its price cap indexes; and (3) require
BellSouth to improve its internal processes to bring them into compliance with Commission rules

' Letter 1o Robert A. McArton from Donna Searcy. 8 FCC Red 1315 (1993).

 On January 1, 1992, the former BellSouth opersting companies, Southern Bell Telephone and Teiegraph
Co. and South Central Bell Teiephone Co.. were merged into BellSouth Telecommunications, Inc.

! BellSouth Telecommunications. Inc., Order 10 Show Cause. 10 FCC Red 5637 (1995) (Order 1o Show
Couse).

* 47 US.C. § 220(d).
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and orders.

4. OnMay 2, 1995, BellSouth responded to the Commission’s Order to Show
Cause and contested and denied each of the NECA audit report findings listed in the
Commission's Order. By public notice dated June 20, 1995, the Common Carrier Bureau invited
public comment on BellSouth's response.* Only MCl Telecommunications Corporation filed

5. This Commission and BeliSouth have reached an agreement with respect
to these audit findings. The terms and conditions of this agreement are contained in the attached
Consent Decree.

6. We have reviewed the terms of the Consent Decree and evaluated the
circumstances of the case. We believe the public interest would be served by approving the
Consent Decree, the terms of which are incorporated herein by. reference.

7. Accordingly, IT IS ORDERED, pursuant to Sections 4(i) and 4(j) of the
Communications Act of 1934, as amended, 47 U.S.C. §§ 154(i) and (j), that the Consent Decree,
incorporated by reference herein and attached to this Order, IS HEREBY ADOPTED, and the
Secretary shall sign such Consent Decree on behalf of the Commiission.

8. IT IS FURTHER ORDERED that this Order is effective upon execution
of the Consent Decree by all parties to the Agreement.

9. IT IS FURTHER ORDERED that proceedings under the March 3, 1995
Order 1o Show Cause, 10 FCC Red 5637, ARE HEREBY TERMINATED.

FEDERAL COMMUNICATIONS COMMISSION

William F. Caton
Acting Secretary

* Commission Sets Pleading Schedule In Show Cause Proceedings, Public Notice, 10 FCC Red 10939
(1995). .

14804



Federal Communications Commission FCC 96-412

Before the
Federal Communications Commission
Washiangron. D.C. 20554

In the Marer of }
)
The BellSouth Telephone ) AAD No. 93-148
Operating Companies )
)
CONSENT DECREE
1. This is a Consent Decree entered into by the Federal Communications

Commission ("Commission") and BellSouth Telecommunications, Inc. ("BellSouth")
(collectively referred to herein as the “Panties").’

2 The common line revenue pool is administered by the National
Exchange Carrier Association, Inc. ("NECA") and aliows incumbent iocal exchange carriers
("LECs") to participate in a tariff filed by NECA that establishes uniform access rates on a
nation-wide basis for all participants. Monthly distributions from the pool are computed using
monthly revenue, expense and investment figures reported by the participating LECs. [Initially
the figures are only estimates, but in later months the incumbent LECs 2djust them 10 actual
monthly figures. At the direction of the Commission, NECA hired Emst and Young to
conduct an independent audit of carrier-reported adjustments o the common line revenue pool
for 1988 and the first quarter of 1989. The Emst and Young audit repont ("Adjustments
Report") included numerous audit findings against the Bell Operating Companies, including
BeliSouth, concerning apparent rule violations and misconduct. These findings generally
involve failures to keep accounts, memoranda and records in the manner prescribed by the
Commission.

3. On March 3, 1995, the Commission released an Order 10 Show Cause
directing BellSouth to respond to certain of the findings in the Adjustments Report.’ On May
2, 1995, BellSouth responded to the Commission’s Order to Show Cause and contested and
denied each of the Adjustments Repon findings listed in the Commission’s Order. By public
notice dated June 20, 1995, the Common Carrier Bureau invited public comment on

' On January 1. 1992, the former BellSouth operating companies, Southern Bell Telephone and Telegraph Co.
and South Central Bell Teiephone Co., were merged into BeflSouth Telecommunications, Inc. .

? BeflSouth Telecommunications, inc.. Order 10 Show Cause. 10 FCC Red 5037 (1995) (Order to Show Cause).
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BellSouth's response.” Only MCi Communications Corporation filed comments. and
BellSouth replicd on September 11, 1995 The positions of the partics 10 this consent decree

are as follows:

(a)

)

The Commission found that BellSouth’s actions appear to be
inconsistent with its statutory obligation to maintain its accounts,
records. and memoranda as prescribed by the Commission. Generally.
the Commission found that BellSouth had apparently misstated or
miscalculated interstate costs and revenues from January 1988 through
March 1989. The Commission’s specific findings included:

]

(i)

(i)

The Commission found that BellSouth’s calculation -of Cash
Working Capital apparently violated Commission rules. _
improperly using average daily cash balances instead of required
minimum bank balances.

The Commissinn found appatent violations of its rules because
BellSouth failed to separate correctly its investment in
information origination/termination equipment costs in apparent
violation of Past 36 of the Commission's rules.

The Commission found a number of other apparent violations of
its rules. including BellSouth’s failure to provide adequate
documentation o support numerous revenue and cost
adjustments. and its improper inclusion of presubscription
revenues for the predesignation of interexchange carriers in
Account 5081. End user revenue. The independent auditor also
noted that a BellSouth operating company incorrectly reported an
accrual adjustment to NECA resulting in overstatement of
common line revenues which would apparently viotate Section
69.605 of our rules.!

BellSouth responded to the Order 10 Show Cause contesting liability on
all counts. and asserting that no price cap index adjustment was

" Commission Sets Pleading Schedule In Show Cause Proceedings. Public Notice, 10 FCC Red 10939 (1995).

* 47 CER. Pant 36.

* 37 C.FR. § 69.608.
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appropriate or lnstul.” BelfSouth contests all findings in the
Adjustments Report and the Commission’s Order to Shaw Cause. on the
tollowiny prounds:

(1)

(ii)

(iii)

(iv)

Due to its efficient cash management practices. its average daily
cash balance was. in fact, the minimum bank balance that
BellSouth could maintain and still operate its business.
BellSouth also contends that its average daily cash balance
represented investor supplied funds that were used and useful in
the operation of' its business. and that BellSouth was legally
entitled to include such amounts in its rate base. BellSouth also
argues that it had followed a uniform practice of including its
average daily cash balance in its rate base since 19777

BellSouth used direct assignment in good faith and in reliunce on
the Commission’s stated policy of favoring direct assignment
whenever possible. BellSouth argues that the information
origination/termination equipment in question was directly
associated with the provision of special access service. and direct
assignment represented a more cost-causative approach than
allocation of a portion of these costs to common line.!

During the transition from Part 67 to Part 36 separations rules,
an input error occurred that affecied the separations factors for
cable and wire facilities in the states of Alabama. Louisiana and
Mississippi. As a result, the interstate revenue requirement was
overstated by approximately $1 million and the intrastate revenue
requirement was understated by the same amount. BellSouth
contends that the impact of the error ceased with the introduction
of a new basic factor for these three states on July 1, 1990 and
that the error did not affect BellSouth's initial price cap indexes.’

The independent auditor identified 22 instances in which it

* BellSouth Response 1o Order to Show Cause, filed herein May 2, 1995; BeliSouth Reply Comments. filed

herein Sepiember 11. 1995.

' BeliSouth Response to Order to Show Cause, at 6-16.

' Id at 16-26.

* Id at 26-31
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\))

(vi)

concluded that BellSouth provided inadequate documentation
and. based on this, the Order 10 Show Cause tematively found
that BellSouth failed 10 maintain adequate controls 10 comply
with Pant 32. BellSouth states that the independent auditor
reviewed over 3,000 adjustments to the common line pool.
BellSouth also states that there was no suggestion by the auditor
that the entries in question were erroneous: these were
documentation issues only and the items cited as documentation
errors were extremely minor and in many cases BellSouth has no
business reason to maintain formal documentation for the
particular types of transactions in question. '

A human error occurred in which a $169,000 accrual adjustment
was reported with the wrong sign, resulting in BellSouth
overstating common line revenue in September, 1988 by
$338,000. BellSouth therefore under-recovered from the
common line pool in this amount. The Order 10 Show Cause
cites this error as an example of allegedly deficient internal
controls. BeliSouth asserts that this was a case of simple human
error that did not recur and had no impact on BellSouth’s initial
price cap indexes.

BellSouth states that the rules for the treatment of
presubscription revenues for the predesignation of interexchange
carriers were pever clear. While BellSouth now agrees 10 accept
the interpretation of Emst and Young that these revenues were
more properly associated with switching and therefore should be
excluded from common line pool reporting, BellSouth could find
no authoritative interpretation from the period under review that
specified the proper treatment of these revenues. BellSouth
asserts that the rules were ambiguous and that BeliSouth made a
good faith interpretation of the rules to determine the proper
treatment of these revenues. In any event, presubscription
revenues are excluded from price caps."

The Commission and BellSouth agree that the expeditious resolution of

issues raised by the Adjustments Report and the Commission’s Order to Show Cause in
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accordance with the terms of this Consent Decree is in the public interest.

5. Accordingly. and in consideration of the agreement of the Commission
and BellSouth to conclude action on the Order 10 Show Cause on the terms set forth in this
Consent Decree, BellSouth agrees to act as specified below:

(a) BellSouth agrees to correct any past accounting and recordkeeping
deficiencies that might have caused the apparent violations set forth in
paragraph 3 of this Consent Decree;

(b)  BeliSouth agrees to establish procedures 1o prevent the specific apparent -
deficiencies from recurring in the future;

() BellSouth agrees not to include revenues from customers for the
predesignation of their primary interexchange carrier in Account 5081,
and shall instead include these revenues in Account 5082, in compliance
with the Commission’s rules;"

(d)  BellSouth agrees to conduct an independent audit of its internal
accounting controls as specified in Attachment A of this Consent
Decree;

In the event BellSouth fails to comply with the requirements set forth in
paragraph § md Anachment A of this Consent Decree, the Commission reserves the right to
pursue legal action sgainst BellSouth. If BellSouth complies with the terms set forth in
paragraph 5 and Anachment A of this Consent Decree, then the accounting treatments,
procedures and docurnentation adopted in compliance with paragraph 5 and Anachment A
shall be regarded by the Commission as presumptively reasonable and lawful. The
Commission, however, reserves its rights under law to change accounting requirements
prospectively and retroactively as long as no penalry attaches to such retroactive application.
Likewise, BellSouth shall be authorized to make changes to its accounting treatments,
procedures and documentation to implement or reflect changes in the law or rules or waivers
of the Commission's rules, and shall not thereby be in violation of any part of this Consent
Decree.

7 In light of BellSouth’s covenants and representations contained in
paragraph 5 and Attachment A of this Consent Decree, and in express reliance thereon, the
Commission has issued a final order formally authorizing the Secretary to execute this
Consent Decree ("Consent Decree Order”) without change, addition or modification and

'* See 47 C.F.R. §§ 32.5081 and 32.5082.
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without a finding of wrongdoing. violations or liability by BellSouth and further agrees not to
begin. on the motion of the Commission ot its staff. anyv proceeding formal or informal.
concerning matters that were the subject of the Adjustments Report. Nothing herein,
however. shall preclude the Commission from using the information underlying the findings
and observations in the Adjustments Report for other lawful regulatory purposes provided that
BellSouth shall have all opportunities afforded by law to contest that use and that information.

. 8. BeliSouth admits the jurisdiction of the Commission to adopt this
Consent Decree.

9. BellSouth waives any rights it may have 10 judicial review. appeal or
tights otherwise to challenge or contest the validity of the Consent Decree Order, provided the
Commission adopts this Consent Decree without change. addition or modification.

10.  The Parties agree not to engage in conduct inconsistent with the terms
of this Consent Decree. The Parties may comment publicly, however, on the nature of the
C~nsent Decree. and the merits of their respective positions, after it has been adopted by the
Commission.

11. It is understood that BellSouth’s agreement 1o this Consent Decree does
not constitute an adjudication of any factual or legal issues or an admission by BellSouth of
wrongdoing, violations or of any inconsistency between its position, on the one hand. and. on
the other hand. (i) the Communications Act of 1934, as amended, and (ii) the rules and
policies of the Commission. As a result, BeliSouth shall not be precluded or estopped from
litigating de novo any and all of the issues subject to this Consent Decree in any forum,
except as provided herein.

12.  The Parties agree that this Consent Decree and the Consent Decree
Order may not be used in any fashion by either of the Parties to this Consent Decree in any
legal proceeding except as set forth in this Consent Decree.

13.  Adoption by the Commission of this Consent Decree shall conclude
action in the proceeding commenced by the Order ro Show Cause, 10 FCC Red 5637, and the
Adjustments Report without a finding of wrongdoing, violations or liability on the part of
BellSouth. The Parties agree that the effectiveness of this Consent Decree is expressly
contingent upon issuance of the Consent Decree Order described herein, and compliance by
BellSouth with the terms of this Consent Decree. If this Consent Decree is not signed by
BeliSouth and the Commission, or is otherwise rendered invalid by any court of competent
jurisdiction, it shall become null and void and may not become part of the record in this

proceeding.
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14.  If the Commission brings an action in any court of competent
jurisdiction 1o enforce the terms of the Consent Decree order or the Consent Decree,
BellSouth agrees that it will not contest the validity of either the Consent Decree Order or the
Consent Decree. will waive any statutory right to contest the validity of the Consent Decree
Order or this Consent Decree through a trial de novo, and will consent to a judgment
incorporating the terms of this Consent Decree without change, addition or modification
provided, however, that the Commission has complied with all of its obligations under the
Consent Decree. :

15.  This agreement may be signed in counterparts.

FEDERAL COMMUNICATIONS COMMISSION

By: I‘AMI' . 2 (;Z’E,,

Acting Secretary

Signed this 2 l"f'day of October, 1996

BELLSOUTH TELECOMMUNICATIONS, INC.

By: 7/]——'— J—\/(
ts_Voe - e (ogoler (Tite)

L4

Signed this & Y48 day of October, 1996
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—_ Attachment A
Independent Review of BellSouth Intemal Controls

BellSouth will engage an independent auditing firm to review the adequacy of internal controls
associated with the automated and manual input processes related to the company’s Pan 36
separations system. The scope of this independent review will be the following three areas:
— 1 Review of existing internal processes that enable detection and correction of
accounting errors on a timely basis;

[

Review of automated systems that have served to eliminate or reduce the
potential for clerical errors and that provide an appropriate trail for daa
verification; and

3. Review of controls and processes for appropriate implementation of the
- Commission’s rules and related interpretations.

The independent review will be completed within one year of the release of the Commission’s
Consent Decree Order.

Upon completion of the review, BellSouth will submit to the Commission an implementation plan
for each recommendation which the independent auditing firm determines has the potential for

" material impact on the results of the company’s cost allocatiops. All aspects of the
implementation plan will be instituted no later than 180 days after the independent review is
completed. -
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